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TAX FORUM
ANNE D. SNODGRASS, CPA, Editor 
Dallas, Texas
Under the pre-1969 tax laws a number of 
tax breaks were available to corporate taxpay­
ers engaged in activities which could be con­
veniently split into several corporate entities. 
The most obvious of these advantages was the 
use of a number of surtax exemptions. Corpo­
rate income is taxed at two levels. All corpo­
rate income is subject to a normal tax at the 
rate of 22 percent, and that income in excess 
of the first $25,000 is subject to an additional 
tax of 26 percent.
It does not take an astute tax practitioner 
to figure out that if a corporation with taxable 
income of $2,500,000 could divide itself into 
100 corporations each earning equal amounts 
of $25,000, the tax bite is going to be mini­
mized by a healthy percentage. However, Con­
gress did not wait until 1969 to catch up with 
this simple ploy, so various measures have 
been enacted to discourage the use of multiple 
corporations for the sole purpose of avoiding 
higher tax rates. There are various sections of 
the Internal Revenue Code which limit the 
extent to which a business can divide itself. 
In the case of a “controlled group” of multiple 
corporations, Section 1561 limited the use of 
multiple surtax exemptions.
Prior to the 1969 amendments to the Inter­
nal Revenue Code, a controlled group of cor­
porations had two choices. Under Section 1561, 
separate returns could be filed—but the group 
was entitled to only one surtax exemption 
which had to be either split up equally or 
apportioned among the members of the group 
in accordance with an election consented to 
by all members of the group. There was one 
other alternative provided in Section 1562. 
Each member of the controlled group could 
claim its separate surtax exemption if all so 
elected, but an additional six percent income 
tax had to be paid on the first $25,000 of tax­
able income of each of the members.
It is the election under Section 1562 that 
the Tax Reform Act is now gradually eliminat­
ing over a period of six years beginning in 
1970 and ending in 1975.
Other benefits available to corporate groups 
are also eliminated under the Tax Reform Act. 
These include the provision allowing a corpo­
ration to accumulate $100,000 of earnings 
without being subject to the accumulated earn­
ings tax, the provisions relating to investment 
credit limitations, and the provision setting 
forth the maximum first-year depreciation lim­
itation. Several other provisions affect only cer­
tain types of business.
The House Ways & Means Committee was 
of the opinion that large corporations operating 
through multiple entities were still able to 
obtain substantial benefits which were designed 
primarily to help small business. The new pro­
visions affecting multiple corporations were 
designed to close the gap and effectively elimi­
nate any opportunities still available to the 
multiple corporate group owned by substan­
tially the same interests. The real thrust of the 
new provision is not so much in the phase-out 
of the Section 1562 election as it is in the new 
definition of a controlled group of corporations. 
Under these rules, corporations which had not 
in the past been subject to any restrictions in 
the use of surtax exemptions and other multiple 
corporate benefits are suddenly finding they 
have become members of a controlled group. 
It is this question with which this column is 
primarily concerned.
The definition of a “controlled group” is 
included in Section 1563. There are two basic 
types of “controlled groups”: a parent-subsidi­
ary group and a brother-sister group—or there 
can be a combination of the two.
A parent-subsidiary group results where one 
or more chains of corporations are connected 
through stock ownership with a common parent 
corporation. At least 80 percent or more of the 
voting power or value of the stock of each 
corporation in the group other than the parent 
must be owned by one or more of the corpora­
tions in the group. Also, the common parent 
must own at least 80 percent of the voting 
power or of the value of the stock of one of 
the other corporations. So the parent corpora­
tion need not own 80 percent of each of the 
subsidiaries in order to constitute a controlled 
parent-subsidiary group. If P company owns 
80 percent of S and S owns 80 percent of T, 
such a group is established. The same result 
occurs if P owns 80 percent of S and 30 per­
cent of T, and S owns 50 percent of T. The 
definition of a parent-subsidiary group was not 
changed by the Tax Reform Act.
The second type of controlled group is the 
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brother-sister group. The rules defining these 
groups have been substantially broadened un­
der the new 1969 law. Under the old law a 
brother-sister group existed only where an in- 
dividual, estate, or trust owned 80 percent of 
the voting power or value of each of two or 
more corporations. For taxable years ending on 
or after December 31, 1970, a controlled group 
exists where five or fewer persons own at least 
80 percent of the voting stock or value of 
shares of each corporation, and where these 
same fixe or fewer individuals own more than 
50 percent of the voting power or value of 
shares of each corporation. For purposes of the 
50 percent test, each of the five persons’ stock 
is considered only to the extent it is owned 
identically in each corporation. So, if A owns 
50 percent of the S company and 30 percent 
of the T company, he is considered to own 
identical interests in each only to the extent 
of 30 percent.
At first glance this new rule appears to be 
relatively uncomplicated and straightforward. 
Much of the Tax Reform Act literature pub­
lished during the past year glosses over the 
problem with simplified examples using two 
unrelated stockholders and two corporations 
with one class of stock each, such as the fol­
lowing:
Corporations Identical
Individuals ABC CBA Ownership
A 757 25% 25%
B 25% 75% 25%
Total 100% 1007 50%
Here the 80 percent test is clearly met—100 
percent is owned by five or less stockholders. 
Also, the 50 percent test is also met. Each of 
the shareholder’s identical interests are 25 per­
cent and the two together are at least 50 per­
cent of the total value or voting power of the 
total stock.
But, suppose the same example looked like 
this:
Corporations Identical
Individuals ABC CBA Ownership
A 75% 25% 25%
B 25% -0- -0-
C -0- 75% -0-
Total 100% 100% 25%
Here the 80 percent test is met, but not the
50 percent test. B and C do not own identical 
shares in the two corporations, so they can’t 
come in for the count on the 50 percent test.
As practitioners worked under Section 1563 
during the 1970 filing season, they discovered
many combinations which did not quite fit the 
ox er-simplified approach. On March 19, 1971, 
the Treasury Department published Temporary 
Regulations §13.16-1 which attempt to solve 
some of the mystery but still leave some room 
for conjecture.
The new Regulations set forth the following 
examples:
“Example (1). The outstanding stock of 
corporations P, Q, R, S, and T, which have 
only one class of stock outstanding, is owned 
by the following unrelated individuals:





viduals P Q R S T





Total 100% 100% 100% 100% 100% 60%














Total 1007 100% 557
Corporations U and V are not members of a 
brother-sister controlled group because at least 
80 percent of the stock of each corporation is 
not owned by the same five or fewer persons.”
Analyzing these rather brief statements a 
little further, it appears that in example (1) 
both tests are met because no more than 
five stockholders are involved. It is not neces­
sary that each of the five have stock in each of 
the corporations. In example (2) the situation 
is quite different. The 50 percent test can be 
met by considering the stockholdings of only 
one individual. But, in order to meet the 80 
percent test, the stock ownership of at least 
six individuals must be considered.
Unfortunately, these examples fall far short 
of covering every possibility. There is an ex­
ample in the January 1971 issue of The Tax 
Advisor at page 43 that is interesting to re­






A 45% 24% 29% 24%
B 45% 24% 29% 24%
C 10% 3% 1% 1%
D — 49% — -0-
E — — 29% -0-
F - — 12% -0-
Total 100% 100% 100% 50%
Although there are six individuals involved in
this example, it is not really necessary to in­
clude individual F in meeting the 80 percent 
test for corporation Z. Therefore, it would 
appear that X, Y and Z will be deemed to be 
a brother-sister controlled group.
Another complication comes into play when 
a group of commonly owned corporations can­
not meet both tests when considered in total, 
but make up several controlled groups with 
interchangeable memberships. Referring to the 
first example quoted from Temporary Regula­
tions §13.16-1, imagine the possibilities if 




viduals P Q R s T  
Mem­
bership
A 60% 60% 60% 60% 60% 60%
B 40% — — — — —
Q — 40% — — — —
D — — 40% — — —
E — — — 40% — —
F - - — — 40% —
Total 100% 100% 100% 100% 100% 60%
The 80 percent test cannot be met by the 
entire group because 80 percent of the stock 
of each corporation is not owned by five or 
fewer people, but there are now five controlled 
groups as follows:
(1) P, Q, R and S
(2) Q, R, S and T
(3) R, S, T and P
(4) S, T, P and Q
(5) T, P, Q and R
The Temporary Regulations provide that, 
where there are overlapping brother-sister con­
trolled groups, any corporation that would be 
a component member of more than one group 
shall be treated as a member of only one group. 
The corporation may file an election designat­
ing the group in which it elects to be included; 
or, if no election is filed, the district director 
with audit jurisdiction will make the deter­
mination.
There are also rules for determining owner­
ship and control of stock in controlled groups 
which are pertinent in establishing whether or 
not a controlled group exists. For the pur­
pose of the 80 percent and 50 percent tests 
applied to brother-sister controlled groups, 
non-voting preferred stock, treasury stock, and 
certain other “excluded stock” specified in Sec­
tion 1563 (c) (2) are not counted. Further­
more, option holders are treated as though they 
already owned the stock under option. Stock 
owned by partnerships, trusts, or other corpo­
rations will be attributed to individuals with 
substantial interests in such entities under spe­
cific circumstances. And stock owned by 
spouses and minor children is under certain 
circumstances attributed to controlling stock­
holders. The attribution rules under Section 
1563 are not as broad as those under other 
sections of the Code, but should be carefully 
considered in working out controlled group 
determinations.
Parent-subsidiary groups frequently also 
meet the definition of an affiliated group which 
is entitled to file a consolidated return. Al­
though only one surtax exemption is available 
to a group filing a consolidated return, elimi­
nation of inter-company transactions will ef­
fectively reduce the total taxable income of 
the group.
In the case of brother-sister groups owned 
by non-corporate interests, the new rules leave 
little opportunity for minimizing tax liabilities 
through the use of multiple entities. Where the 
new rules result in damaging tax consequences, 
reorganizations may be required to either es­
tablish an affiliated group status or to avoid the 
brother-sister controlled group classification.
MISS DRAHEIM
(Continued from page 4) 
tional level, has been a director, vice president, 
and president-elect.
ASWA, according to its new president, 
“needs to Know, to Show and to Grow.” Dur­
ing her presidency, she hopes to find more 
ASWA members in existing chapters and to 
increase attendance at all meetings—from the 
local chapters to joint annual meetings. She 
hopes to see “ASWA continuing to develop the 
potentials of its members and continuing to 
offer its membership the opportunity to keep 
pace with changing techniques and new ideas 
through study sessions and technical pro­
grams.”
As befits an ASWA president, Miss Draheim 
loves to travel—a newly acquired interest in 
bicycling will probably not be utilized for trips 
between her home and ASWA’s almost 90 
chapters!
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